C REDIT S U I SS E GLOBAL FINANCIAL STRAEGIES

www.credisuisse.com

Measuring the Moat
Assessing the Magnitude and Sustainability of Value Cre

July 22, 2013

Authors

Michael J. Mauboussin

Dan Callahan, CFA

rfhe most important thing to me is figuring out how big atrtioere is around
the business.What | love, of course, is a big castle and a big moat w
piranhas and crocodilds.

WarrenE. Buffett
Linda Grant, nStr UB.iNewg&Wald Repartluné/a2| 1994 S

m Sustainable value creation is of prime interest to investors who see
anticipate expectations revisions.

m This report develops a systematic framework to determine the size
company.ys moat

m  We cover industry analgsifirm-specific analysis, and firm interaction.

FOR DISCLOSURES AND OTHER IMPORTANT INFORMATION, PLEASE REFER TO THE BACK OF THIS REPC



mailto:michael.mauboussin@credit-suisse.com
mailto:daniel.callahan@credit-suisse.com

N
CREDIT SUISSE July 22, 2013

Table of Contents

EXECULIVE SUMIMIALY.....eeiiiiii e e e e e e e et r e e e e e e e et e et e e e e e e e e e e e att s e e eaeeeeeaataaaseeaaaeesenennnnnns 3
1] (oo 11 Tox (o S 4
COMPELILIVE LIfECYCIB. ... 4
[=Toto] gL 14 To Y/ [T 7
What Dictates a..Camp.any.y.s..Des.t.i.ny............ 8
INAUSEIY ANAIYSIS ... 10
Lay Of the LANG........oooueii i e e e e e e e e e e e e e 11

1T 01 Y1, =Y o WP 11

o (0180 o o 13

INAUSETY SEADITILY. ... 15

Industry ClassifiCation...........cooiiiiiiiiiie e 17

INAUSEIY SEIUCTUIE. ...t e e e e et e s e e e e e e e e e st e e e e e e eeeeataaaeaeaaeas 18

e VS o] o = 18

ENtry @and EXIL......cooooiiiieeee 19

COMPELItIVE RIVAINY.....coviiiie i 25

Disruption and DiSintegration..............uuuuiiiiiieei i e 27

Firm SPecCific ANAIYSIS......cooiiiiiii e 32
A Framework for Addetfalue ANalYSiS............eiiiiiiiiiiicc e 32

RV 2= 10 O 1 =V o 1R 33
SoUurces Of AAded VAIUE........cooi e e e e e e 34
Production AQVANTAGES .......ccooeeeeeeee e 34

CONSUMET AQVANTAGES. ....eeiiiiiiiiiiiiiiiiiieiee ettt et e eeees 38

€101V T o]0 0] 0| S TP PUPPPTR 41

Firm Interactiom Competition and COOPEIatiQN...........ccoviiiiiiiiiiiiiiiiiieeee e 42
BrandS.. ..o 46
Management SKill and LUCK ............oooiiiiiiiiiii 48
BUFfEtt ON MOGLES ... 51
Appendix A: Value Creation CheCKIISt...........oooviii i 52
Appendix B: Profit Pool Analysis for Health Care............oooooo i, 54
L] (=] €= o7 LSRR 63

Measuring the Moat 2



N
CREDIT SUISSE July 22, 2013

Executive Summary

Sustainable value creatitras two dimensiort8 how mucheconomic profit a company earns amov
longit can earn excess returns. Botlimensionsare of prime interest to investors and corporate
executives.

Sustainable value creati@s the resulsolelyof managerial skils rare.Competitive forcedrive returns
toward the cost of capital. Investors should be careful about how much they pay for future value creation.

Warren Buffett consistently emphasizes that he wants to buy businesses with prospects for sustainable
value creabn. He suggests that buying a business is like buying a castle surrounded by armddhatat

he wantsthe moatto be deep and wide to fend off all competiti@aonome moats are almost never
stable.Because of ompetiton, they aregetting a little bit wder or narroweevery dayThis report
develops a systematic framework. to determine the

Companies and investors use competitive strategy analysis for two very different purposes. Companies

try to generate returns above the cadtcapital while investors try to anticipate revisions in expectations

for financial perfformancé f a companyys share price already capt
creation, investors should expect to earn a-agfusted market return.

Industry effects are the most important in the sustainability of high performance and a close second in
the emergence of high performanddowever, industry effects are much smaller tfiam-specific
factorsfor low performersFor companies that are below average, strategied resourcegxplain

90 percent or more of their returns

The ndustryis the correcplace to start amnalysis obustainable value creation. We recommend getting
a lay of the langwhich includes grasp ofthe participants and how they interaah analysisof profit

pools, andan assessment ofhdustry stabilityWe followthis with an analysis of thave forces anda
discussion of thelisruptivannovatiorframework

A clear understanding ¢fowa company creates shareholder value is core to understanding sustainable
value creation. We define three broad sources of added value: production advantages, consumer
advantages, and external advantages.

How firms interact plays an important role in shgsustainable value creation. We considégraction
through game theorgis well asco-evolution

Brandsdo not confer competitive advantaigeand of themselvesCustomers hirehemto do a specific
job. Brands that do those jobs reliably and cost effectively tiBiamds only add value if they increase
customerwillingness to pay or if they reduce the casptovide the good or service.

We provide a complete checklistauiestions to guide the strategic analyisig\ppendix A.

Measuring the Moat 3
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Introduction

Corporate managers sed& allocate resources so as to generate attractive-iemm returns on imsment.
Investors search fatocks of companies that amaispriced relative to erelddedfinancial expectations. In
both casessustainable value creatigof prime interest.

What exactly is sustainable value creation? We can thinkrafab dimensions. First is thmagnitudeof
returns in excess of the sbof capital that a compegy daes, or will,generate. Magnitude considenst only
the returnon investment but alsbow mucha company can invest atrate abovethe cost of capital Growth
only creates value when a company generates returns on investment that exceed thecapsabf

The second dimension of sustainable value creatibnuslonga company can earn returns in excess of the
cost of capital. This concept is also known as fade rate, competitive advantage period (CAP), value growth
duration, and T.Despite the uguestionable significance e longevity dimension, researchers and

investors givé insufficientattention.

How does sustainable value creation differ from the more popatam ofsustainable competitive

advantage? A company must have two charasties to claim that it has a competitive advantage. The first is
that it must generateor have an ability to generateturns in excess of the cost of capital. Secptik
company must earn agconomic returithat is higher thamhe average of its compiéors 2

As our focus is on sustainable value creation, we w
relative to the cost of capital, not relative to its competitdesurally, these concepts are closely linked.
Sustainable value creation ig@aandsustainable competitive advantage is evenrrare

Competitive Life Cycle

We can visualize sustainable value creation by | ook
Companies are generally in oakfour phases

Innovation. Young companies typically see sharp increases in return on investment and significant
investment opportunities. This is a period of rising returns and heavy invesimiemmtaniesare
commonlyin this phase before they go public. There is also substanttay éto, and exit out of, the
industry at this point in the life cycle.

Fading returns. High returns attract competition, generally cagstconomic returns to moveward
the cost of capital. In this phase, companies still earn excess returns, but the return trajectory is down.
Investment needs also moderatand the rate of entry and exit slows.

Mature. In this phase, thenarketin which the compdas competeappioaches competitive equilibrium.
As a result, companies earn tieest of capital on averagandcompetition within the industepsures
that aggregate returns are no higher. Investment needs continue to moderate.

Subpar. Competitive forceand technologial change cardrive returndelowthe cost of capital,
requiring companies to structure. These companies canprove returns by shedding assets, shifting
their business model, reducing investment levels, or putting themselves up for sale. Altertissely,
firmscanfile for bankruptcy in order to reorganize the business or liquitafe i rassgts

Measuring the Moat 4
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Exhibit1: A Firmys Competitive Life Cycle
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Source: Credit Suisse HO®.

Reversion to the mean says that an outcome that is far from avewdfse followed by an outcome that has

an expected value closer to the average. There are two explanations for reversion to the mean in corporate
performanceThe first is purelgtatistical.lf the correlation between cash flow return on investni@RrROI)

in two consecutive years iwt perfect, there is reversion to the mean.

Think of itthiswayth er e ar e aspects of running the business wi
selecting the product markeit chooses to compete in, pricing, investment spending, and overall execution.

Call that skill. There are also aspects of the busi
macroeconomic developments, customer reactions, and technological change. Cadlkhétienever luck

contributes to outcomes, there is reversion to the mean. IfFyegear CFROIs are highly correlated,

reversion to the mean happens slowhCHROIs are volail causingthe correlatiorto be low, reversion to

the mean is rapid.

The second explanation for reversion to the medhasc o mpet i ti on drives a company
toward the opportunity cost of capit@ihisis based on ricroeconomic theory and is intuitive. The idethas

companies generating high econorit return will attract competitors willing to take a lesser, albeit still

attractive, returnUltimately, this procesdrives industry returnslownto the opportunity cost of capital.

Researchers have empirically documented this predic@ompanies musfind a way tadefy these powerful

competitive forcen orderto achieve sustaable value creation.

Recent research on the rate ofiean reversion reveals some important observatkirs, the time that an
average company can sustain excess returns is shrinking. This phenomenoreiegatedo high
technologybut is evidentacross a wide range of industri€3his reduction in the period stistaired value
creation reflects thgreater pace of innovatidsrought about in part by increased accéssand utilizabn of
information technology.

Second, theabsolutelevel of returngnd the level ohivestmentare positively related to the rate of faélé

company that generates high returns while investing heavily signals aragtoggiortunity to both existing
and potential competitors. Success sows the seeds of competition.

Measuring the Moat 5
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Why is sustainable value creation so important for investors? To startpisyeesy for value creation. Exhibit
2 looks at the S&P 500 since 1961 angrovides a proxy for how much value creation investors e
willing to @y for.We establish a steadstate value by capitalizing the last four quarters of operating net
incomefor the S&P 500 by an estimate of the cost of equity cagitdle thenattribute any value abotke
steadystate toexpected value creatioithe exhibishows thatcurrentlyone-fifth of the value of the S&P

500 reflects anticipated value creation, a lowumber compared tthe last50 years.Since 2010, the level of
anticipated value creation hemmained below the historical average of-tnied as earnings have recovered
and interest rates have remained low.

Exhibit 2: Rolling Four Quarter Anticipated Value Creation
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Data as ofJune 30, 2013.

More significant, sustained value creation is an important safiexgectations revisionghere is a crucial
distinctionbetween product marke@nd capital markets. Companitg to understand the industry and

competitive landscape in their product markets so as to allocate resources in a way that maximieesilong
economic profith ve st or s seek t o undeproperlyefects the furrre and whetheo d ay y s
expectationare likely to be revised up or down.

So companiesnd investors use competitive strategy analysis for two very different purposes. Companies try

to generate returns above the cost of capital, while investors amticipate revisions in expectations

Investorsshould anticipate earnirggmarket returnadjusted forriskfi a companyys share pr
captures its prospects for sustainable value credtion.

Measuring the Moat 6
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We will spend most of our time trying to understand how and why companies attain sustainable value creation
in product marketsBut we shoulchever lose sight ahe fact that ougoal as investors is to anticipate
expectations revision&xhibit 3 showslte process and emphasizes the goal of finding and exploiting
expectations mismatches

Exhibit 3: The Link between Market Expectations and Competitive Strategy

Market-Implied

Expectations
for Value Creation

Potential for Industry
Expectations Revisions Analysis
\ Firm-Specific /
Analysis

Source: Credit Suisse.

Economic Moats

Warren Buffettthe chairman of Berkshire Hathawdgs emphasizedver the yearshat helooks for
businesses with sustainable competitive advargtalge suggests that buying a business is akin to buying a
castle surrounded by a moat. Buffett wants the economic maatrat the businesses to be deep and wide
orderto fend off all competition. He goesstep furtherby noting that economic moats are almost never
stable Moatseither get a little bitvideror alittle bit narrower every ddyrhis report developa systematic
frameworkto determingthe sizeofa companyys moat .

Measuring the Moat 7



N
CREDIT SUISSE July 22, 2013

What Dictates a Companyy s Desti ny?

PeterLynch who skill fully r an Fmocéaniadecagdauippegdtigatinvésmrs mut u a
arewelladvi sed t o b uywogaodthat a dumrayscan run i, becayse sooner or later a dummy
willrunit?’Lynchys comment bgog:Whadn citmapcerst antf iguWesare economi
not asking what deter mi nes ,ahichi®afynetiongf gxpectatibnar e pr i ce
revisions, but rather its economic profitabifity.

Before we answer the question, we can make some empirical observaktomsop panel oExhibit 4 shows

the spread betwee@FROIland the cost of capital f@8 global industries, as defined MSCy &lobal
IndustryClassification Standar@ICS), using median returns over tipastfive fiscal yearsThesample

includesmore than5,500 publiccompanies. We see that some industries have positive economic return

spreads, somareneutral, and some donyt earn the cost of caj

Exhibit 4: Industry Returns Vary from Value-Creating to Value-Destroying
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The bottom panel of Exhibit 4 shows the spread between CFROI and the cost of capital for the companies
three industgs: one that createsvalue one that is value neutral, and one that destroys valte central
observation is that even the best industries inckkmtapanies that destroyalueandthe worst industries have
companies that createalue. Thatsome companies buck the economics of their industry provides imsight

the potential sources of economiegormance Industry is not destiny

Measuring the Moat 8
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Finding a company inneindustry with higheturrs or avoiding a company imandustry with loweturrs is not
enough. Finding a good business capable of sustaining high performance requires a thorough understanding
of both industy and firmspecific circumstances.

A final word before we proceed. Our unit of analysis will be the firmosbcases the proper unit of analysis
is the strategic business unit. This is especially truenfadtidivisionatompanies that compete insgiarate
industries. Te followingframeworkis applicablen a divisional leveBo we recommendaonductinghe
analysis for each strategic business wifit multidivisioa companyand aggregatinghe results.

Measuring the Moat 9
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Industry Analysis

We have established that induséffects and firmspecific effects are relevant in understanding corporate
performance. The question is in what proportfon.

Anita McGahan and Michael Porter, two prominent scholars of business stiatedyzed roughly 58,000
firmyearobservations for 1$. businesses from 19811994." Theyassesed the impact of foufactors on
the sustainability and emergenoéabnormal profitabijit

m Year. The year effect captures the economic cycle. You can think of it as the macroeconomic factors that
influence all businesses in the economy.

m Industry. Industry effects refeto how being part of a particular indusaffectsfirm performance. A firm
may kenefit from industry effecti$ the industryhasan attractive structure, including high barriers to entry.

m Corporate-parent. A corporateparent effect arises whea businesswithin a diversified firmn average
undeperformsor outperform its industry For examplethe corporateparent effectwas positivefor Taco
Bell, which saw its profitability impraaehe 1980sfollowing its acquisition by PepsiC

m Segment-specific. This effectcaptures the characteristics unique to a firm that drive its performance
relativeto rivals within the same industeuch char acteri sti cs ,pasitioningncl ude
or how effectively stmanagersexecutestrategy.

Exhibit 5summarizes McGahann d P gesuit€Trhyesy def i ne sustainability of
abnormally high or | ow profits to continue in subse
year and measures the contions to abnormal profits througjime. High performers are those companies

that generate profits in excess of the median of their induatrgt low performers are those below the median.

Exhibit 5: Importance of Various Factors on Abnormal Profitability

Sustainability Emergence
High Performers  Low Performers High Performers  Low Performers
Year 3% -7% 2% -5%
Corporate-parent 19% -4% 18% 2%

Source: AnitaM. McGaharand Michael EPor t er , nThe emer gence an dStraegis Organizatiptgol. LNatly of abnor mal
February2003, 79-108.

McGahan and Portdound thatindustry effects are most important in the sustainability of high performance
and aclose second in the emergence of high performagastbehind segmenspecific effects However,

industry effects are much smaller than segmspecific effectdor low performersThe strategiesand

resources obelowaverage companiesxplain90 percent or more of their returnis the case of either
sustainability or emergencBusiness managers and analysts searching for emerging or sustained competitive
advantages might also note that taeonomiccycleis not importanto the sustainability oemergenceof
performance

Measuring the Moat 10
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We break theindustry analysimsito three parts:

1. Getthe lay of the land. This includes creating an industry map to understanaonepetitive set
constructing profit pools to see whether (and why) the distribution of ecopaosfitshaschanged over
time, measuring industry stability, and classifying the industry so as to improve alerthesn&in
issues and opportunities.

2. Assess industry attractiveness through an analysis of the five forces. Of the five forces, we spend
the bulk of our time assessing barriers to entry and rivalry.

3. Consider the likelihood of being disrupted by innovation . We consider the rolef disruptive
innovation and why industrigansitionfrom vertical to horizontaitegration.

The Lay of the Land
Industry Map

Creatingan industry majs auseful way to start competitive analySi#& map should include all the
companies and constituentsatmi ght have an i mpact on a companyys pr
map is to understand the current and potential interactions that ultimately shape the sustainable value creation
prospects for the whole industry as wellfasthe individual congmies within the industry.

From an industrpoint of viewyou can think of three types of interactiosspplierthow much it will cost to
getinputs),customer(how much someone is willing to pay &good or service), andxternal(other factors

thatcome into playsuch asgovernment action). Exhilitshows an illustration fahe U.S. airlineindustry.

Clients can createndustry mapsorn, p e e st fongpecificcompaniesusingr edi t Sui s.seys RAV
RAVEnNot only produces peer pa quicklyand efficienthbut alsoprovidesaccessto the models and

forecastsof Credit Suisse analysts

Here are some points to bear in mind as you develop an induappy m

List firms in order of dominaas, typically defined as size or market share;

Considerpotential new entrantas well as existing players;

Understand the nature of the economic interaction between the fems ihcentives, payment terms)

Evaluateanyother factors that might influence profitability (elabor regulationk
A study by Lauren Cohen and Andrea Frazpioifessorsof finance, suggests thahvestors may benefit from
payingcloseattention toindustry mapsThe researchers examined how shocks to one firm rippled through to
other firms via supply or dematinks They tested whether the market adequately incorporated the
information that one firm released into the stock prices of its partner firms fdinegthat investors fail to
adequatelyncorporate such information, creatiagrofitable trading strategy
Cohen and Frazzini stateh ahe manthly strategy of buying firms whose customers had the most positive

returns in the previous month, and selling short firms whose customers had the most negative returns, yields
abnormal returns of 1.55% per month,oramm nual i zed retufn of 18.6% per ye

Measuring the Moat 11
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Exhibit 6: U.S. Airline Industry Map

Financing Global distribution systems
Leasing, banks, investors Sabre
Amadeus
Airports Travelport
Gates, takeoff/landing slot Government
Regulation v
| Jet fuel Mandatedservices (e.g., Travel intermediaries
security, aitraffic control) Travel agents
| Unions Corporate travel department;
Websiteaggregators
v Priceline.com
Labor _ Airlin_es Expedia
_____ Cabin crew, pilots | United Continental (hub) Orbitz
Ground staff, other servicd Delta (hub) TripAdvisor
AMR (hub)
___________ I____________ Southwest (LCC) v
' External providers US Airways (hub) Eliers
! Atlas Air JetBlue (LCC) > Commercial
Air Transport Services Group Alaska Air (hub) Business
SkyWest (regional)
Republic Airways (mix)
Parts suppliers Hawaiian Holdings (regional) Air freight and logistics
Engines Spirit (LCC) UPS
General Electric Allegiant Travel (LCC) FedEx
Pratt & Whitney (UTX) 3 C.H. Robinson
Rolls Royce UTiWorldwide
Other Expeditors
UTC Aerospace (UTX) Aircraft Echo Global Logistics
Honeywell Boeing Forward Air
General Dynamics EADS
_Textron Bombardier
PrecisionCastparts AVIC
SpiritAeroSystems Embraer
Rockwell Collins
Triumph Group
B/E Aerospace
Moog
CAE
TransDigm
Hexcel
Heico

Source: Credit Suisse.
Note: LCC = lowcost carrier.
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Profit Pool

The next step is to construct a profit pdoA proft pool shows hova n i n dvalue treation islistributed

at aparticulampoint in time The horizontal axis the percentage of the industriypica}y measured as

invested capital wales and the vertical axis a measure okconomic profitability(g.,, CFROIminus the
discount rate)As a resilt, the area of each rectangfethe product of invested capital and econoneitrrO

is the total value added for theg¢ctor orcompany For example, a company that has $200 million of invested
capital and a spread of 5 percentage points between its CFR@DtBscount ratgenerates

$10 million in economic profit 1 million = $200 million X05). Thetotal profit pool of the industry the

sum of the added value for all of tctempanies

To understand theverallprofitability of an industry, it is uséfo analyzehe average profitability over a full

business cyclewhich is generallthree tofive years® But average profitabiif o e s nyt r eve al how
migratedover time Profit pools are particularly effectivecause theyllowyouto tracethe increases or

decreasesn the components of the valuedded pie. One effective approach is to construct a profit pool for

today, five years ago, and ten years ago and then compare the results over time.

Exhibit7 is a profit pool for the airlingadustry (See Appendix B for the health care secjdt showsthe
maincomponentint he i ndu st rinclydsgaivirzes, airports; dnd a variety of servicésucan
see from the horizontal axis thaitlines and airports ughe majority ofhe capital invested in the industry.
These are also théusinesses with the lowestonomic returns, which the vertical araflects

Somebusinessegenerate strong returns, including computer reservations systems (CRS), travel agents,
freight forwardes, and various service jobs. But with so little capitested they are too small to offsehe
value destruction from airlines and airports. As a consequémeéndustry as a whole destroyed an average
of $19 billion of shareholder capital per yd@mough the 200209 business cycle, according to the
International Air Transport Associatton.

Exhibit 7: Airline Industry Profit Pool by Activity

Catering
20 ~ CRS ———
Ground services ————
Travel agents —
< 15 - Maintenance
o .
~ Freight forwarders
3 10
E
O 5
©)
o 0
. 2 2 100%
) v o<
'5 1) 5 -1 ©
e = S
= < g
< =
Share of Industry Gross Investment
Source: Based on International Air Transfoisse. Association, nVision 2050

Note: Returns data is from 20029, investment data is as of 2009; CRS eomputer reservations systemSNSP = air navigation service provider.
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We canalsoconstruct a profit poadf the main companies within an industBxhibit8 shows profipook for

the U.S. airlinecompaniedor 2002, 2007, and 2012. The horizontal axis represents 100 percefithe

capital invested in the industry by public companies. These charts prdyotteraup view ofthd ndust r yys
value destructigras Exhibi7 shows

Exhibit 8: Airline Industry Profit Pools by Company, 2002-2012
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2 Other

100%

west

CFROI minus Discount Rate (%)
N

-10

-12
Share of Industry Gross Investment

2007
2 Northwest

100%

South

WeSIAlaska

United JetBlue
AMR Delta

CFROI minus Discount Rate (%)
o

,10 |

-12
Share of Industry Gross Investment

2012

Alaska

Southwest

AMR United Continental

CFROI minus Discount Rate (%)
A

Share of Industry Gross Investment

Source: Credit Suisse HOLT.
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Nearly all of the airlines have destroyed value over the past decade, inthadingrcost, pointto-point
carries, Southwest and JetBlu€eThis maynot be a surpri€ for the legacy carriergll of which havdiled for
bankruptcy over the past decade. But inisurpri® for the lowcost carriers, which are known for
standardized fleetsimpler route structuresind higher aircraft utilization.

Creatig a narrative to explain the rise and fall of the various competitors can provide important clues about
what it takes to sustain value creati@ne trendthatthe profit poobnalysis reveals the market shargain

for thelow-cost airlines at the expese of the legacy carrierslowever, his has not translated intmetter
relative prof it abforkexamplehaveSuffaredds thecompamnasexpanded imgaijrs

of cities that ardessdenseand as its average payasrisen to the hghestin the industry® Despitethe fact
thatindustry structurel o es not or dai nitremaifsivaryciaienging forfany aidiniescape t y
thei n d u fow bayigrsto entry, high fixed costs, egseapacity, ananodest traffiaqgrowth.

Industry Stability

Industry stabilitis another importanimetric Generally speakingtable industries are more conducive to
sustainable valuereation. Unstable industrigsesentsubstantiatompetitivechallenges and opportunities.
Thevale migration in unstable industrisgreater than that of stable industries, making sustainable value
creation that much more elusive.

We can measure industry stability a couple of ways. One simple but useful ptuxgtesadinesof market

share. TI8 analysis looks at the absolute change in market share for the companiesanithdustry over

some period. (We typically use five years.) We then add up the absolute changes and divide the sum by the
number of competitors. The lower the average absolute changaiket sharethe more stable the industry.

Exhibit9 shows themarketshare s$ability forfour industries. There ilative stability isoft drinks while

personal computers and storage hardware show moderate change, and there is substantial change in the
smartphone markeur rule of thumb is thabsolute average chang of 2.0 or less over five years
constitutea stable industry.

Measuring the Moat 15
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Exhibit 9: Market Share Stability

Carbonated Beverages (U.S. by Revenues) 2007 2012 5 Year Change

Coca-Cola Company 37% 35% 1%
PepsiCo 32% 29% 3%

Dr. Pepper Snapple Group 19% 20% 1%
Others 7% 4% 4%
Private Label 6% 6% 0%

Red Bull GmbH 0% 4% 4%
Monster Beverage Corporation 0% 3% 3%

Total 100%  100%

Average Absolute Change
Personal Computers (Global by Units) 2007 2012 5 Year Change
Others 36% 24% 12%
Hewlett-Packard 18% 17% 1%

Dell Inc 14% 11% 3%

Acer Group 10% 11% 1%
Lenovo Group 8% 13% 5%
Toshiba 4% 5% 1%
Fujitsu/Fujitsu Siemens 3% 2% 1%

Apple Computer 3% 5% 2%

Sony 2% 2% 0%
ASUS 2% 6% 5%
Samsung Electronics 1% 4% 3%

Total 100%  100%

Average Absolute Change
Storage Hardware (Global by Revenues) 2007 2012 5 Year Change
Others 31% 26% 5%

EMC 23% 32% 9%

IBM 15% 13% 2%
Hewlett-Packard 14% 10% 4%

Dell 10% 8% 2%
NetApp 7% 11% 4%

Total 100%  100%

Average Absolute Change
Smartphones (Global by Units) 2007 2012 5 Year Change
Nokia 49% 5% 44%
Others 24% 21% 3%
Research in Motion 10% 5% 5%
Motorola 3% 3% 1%

HTC 3% 4% 1%
Apple 3% 18% 15%
Sony Ericsson 3% 3% 1%

Palm 2% 0% 2%
Samsung 2% 29% 27%

LG 0% 4% 3%
Huawei 0% 4% 4%

ZTE 0% 4% 4%

Total 100%  100%

Average Absolute Change

Source: Company dat&artner, NielsenCredit Suisse.

Anotherway to measuréndustry stability ie trend inpricing. Price changes reflect a host of factors,

including cost structure (fixed versus variable), entry and exit dynamsicsyeconomic variables,

technol ogical change ( e. g beingefualpnore gtable priging)eflectoned r i v al
stable industriesWar r en Buf fett places speci al emphasis on pr
i mportant decision in evalwuating a business is pric
|l osing busi ness egobavary goal lysieesaind ifoyou have to haye\a prayer session
before raising the price 10 p#¥Exhigtdshowstthe priningyrendsy ve go
for a variety of industries, classified as slomedium, and fastcycle businesses. Sustaining value creation in

a fastcycle industry is a challenge.
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Exhibit 10: Pricing Stability, 2006-2011

Average Annual

Industry Price Change
Slow-cycle markets
Small Arms Ammunition Manufacturing 9.5%
Dog and Cat Food Manufacturing 5.8%
Burial Casket Manufacturing 5.7%
Standard-cycle markets
Soap and Other Detergent Manufacturing 3.8%
Cookie and Cracker Manufacturing 3.5%
Breweries 3.1%
Fast-cycle markets
Fiber Optic Cable Manufacturing -1.7%
Audio and Video Equipment Manufacturing -1.9%
Semiconductor and Related Device Manufacturit -8.6%

Source:U.S. Department of Commerce Bureau of Economic Analysis; Based on Jeffrey R. Wiianesyable Advantag®lew York: The Free
Press, 2000), 11.

Industry Classification

Before turingto an industry analysis usingthefiveor ces f r amewor k, itys useful
analyzing. The analytical process remains the same no matter egdtégforythe industry falls into. But the
classification does provide guidance as to what issues you need to emphasize sepythucaigh the

analysis. For example, the challenges in a mature industry are likely to be quite distinct from those in an
emerging industry. ExhibifLjprovides some broad classifications and the types of opportunitiesgaid

associate with each.

Exhibit 11: Industry Structure and Strategic Opportunities

Industry Structure Opportunities

Fragmented industry Consolidation:
- Discover new economies of scale
- Alter ownership structure

Emerging industry Firstmover advantages:
- Technological leadership
- Preemption of strategically valuable asse
- Creation of customer switching costs

Mature industry Product refinement
Investment in service quality
Process innovation

Declining industry Leadership strategy
Niche strategy
Harvest strategy
Divestment strategy
International industry Multinational opportunities
Global opportunities
Transnational opportunities

Network industry Firstmover advantages
nWi ptakesa | | t+ strategi
Hypercompetitive industry Flexibility

Proactive disruption

Source:Jay B. BarneyGaining and Sustaining Competitive Advant@digper Saddle River, NJ: Prentit¢¢all, Inc., 2002), 110.
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Industry Structure O Five Forces Analysis

Michael Porters wellknownfor hisfive forces framework (see Exhibi2)} whichremains one of the best

ways to assess an i n#&Wkilésomepmlystemploy the framewgrk tededlateart ur e .
industry attractive or wunattractive, Porter recomme
of competition and the root causes of profitabilBorter argues that the collective strength of the fiwees
determines an i ndust r \Byttheimlastrydopsnadt sedl the fateroftsunernbers. cr eat i
An individual compargan achieve superior profitability compaiethe industry average by defending against

the competitive forces anghaping them to its advantagé.

Exhibit 12: Michael Porter's Five Forces that Shape Industry Structure

Threat of
new entrants

|

Rivalry among
existing firms

Bargaining power 3 ¢ Bargaining power
U of buyers

of suppliers

Threat of
substitutes

Source:Michael E. PorterCompetitive StrategfNew York: The Free Press, 1980), 4.

While analystsommoniyt r eat Porterys five forces with equal emp
rivalryare so important that they warrantdepth treatmentFurther our section onfirm-specific analysis will
put a finer point on some of the other forcéornowher eys a qui ck | ook at suppl:

and substitution thre&t

Supplier power is the degree of leverage a supplier has with its customers in a@as asprice, quality,

and service. An industry that cannot pass on price increases Bguwterful suppliers is destined to be
unattractive. Suppliers are well positioned if they are more concentrated than the industry they sell to, if
substitute products do not burden them, or if their products have significant switching costs. They are also
in a good position if the industry they serve represents a relatively small percentage of their sales volume
or if the product is critical to the buyer. Sellers of commodity goods to a concentrated number of buyers
are in a much more difficult positiorathsellers of differentiated guiucts to a diverse buyer base.

Buyer power is the bargaining strength of the buyers of a product or service. It is a function of buyer
concentration, switching costs, levels of information, substitute products, and theiofieg y s i mpor t an
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the buyer. Informed, large buyers have much more leverage over their suppliets thanformed,
diffused buyers.

Substitution threat addresses the existence of substitute products or services, as well as the likelihood
that a potemial buyer will switch to a substitute product. A business faces a substitution threat if its prices
are not competitive and if comparable products are available from comp@&itbssitute products limit

the prices that companies can charge, placing éirggon potential returns.

The threatof new entants or barrierstoentty s ar guably the most i mportant
we delve into the factors that determine impediments to entry, it is worthwhile to review the empirical research
on entry and exit.

Entry and Exit

Exhibitl3 shows the rate of entry @hexitfor U.S. establishmentscross all industriesince 1977, using the
U.S. C e n s Busifiess Dynamics Statistics (BD®)ost studies on corporate demography use
establishmentsa rough proxy for firmss the unit of analysisecause that ishe waythatthe Census
Bureau collects and reportke data. Establishmentsare the physical sitewherecorporations operate,
whereas firms are thaggregations of athe establishments a parent compaowyns Mostfirms and
especiallyyoungones,haveonly one esthlishment?

A useful way to think abowntry and exit i$o imagine an industry with 100 firms tod®ased on the
average annual rates over the pdstcade within one yearoughlyll new firms will entethe industryand
10 willleave This bring the total number of firms to 101BBecause entry rateypically exceed exit ratethe
number ofestablishment the Uhited Stateshas increaseaver time

Exhibit 13: Establishment Entry and Exit Rates, 1977-2010 (United States)
18% -

\ — — Entry Rate
Exit Rate

16% -\

14% -

12% -

10% -

8%

6% L L L L L L L L L L L L L L L L L L L L L L L L L L L L L L e e

1977 1981 1985 1989 1993 1997 2001 2005 2009

Source:U.S. CensusBureau, Center for Economic Stedj Business Dynamics StatistjaSredit Suisse.
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It is also important tanderstandhe history of entry and eXibr the specificindustryyou are analyzing hese
ratesvarywidelypasedon wher e t he industry is in its | ixte
Research shows that the number of firms in new industries follows a consistent path.

The market is uncertain about the products it favothé early stagef industry developmenivhich
encouragessmall and flexible firms to enter the industry ambvate As the industry matureshe market
selects the products it wants ani@mandstabilizes. The olddirms benefit from economies etale and
entrenched adva@ages, causing high rate of exianda move toward atable oligopoly* Exhibitl4 shows
the entry and exit rates for a variety of sectors, grouped accordiBtatalard Industrial Classification (SIC)
codes.

Exhibit 14: Entry and Exit Rates by Sector, Annual Averages, 1977-2010 (United States)

18% -
Agricultural
16% 4 & Services,
Forestry, Fishin
% Transportion # Construction
x 14% A Public Utilitie
> .
= Services Retail trade
LIL] 12% A @ Mining
10% - @ Wholesale trade
# Manufacturing
8% L) L) L) L) L) 1
9% 10% 11% 12% 13% 14% 15%
Exit Rate

Source:U.S. Census Bureau, Center for Economic SésdiBusinesDynamics Statistics; Credit Suisse.

There is astrong correlation between the rate of entry and exit for each sdaboiinstance, ranufacturing
has low rates of entry and exithile construction has very high rates, suggesting that the manufacturing
sector possesss stronger barriers to entry aedit.

Perhaps he most widely cited study of entry and exit ragahat of TimothyDunne, Mark Roberts, and Larry
Samuelson (DRS)hey examinednore than250,000 U.S. manufacturing firms over a 3fa spanended
in the early 1980<°

A useful way to summarize thimdingsof DRSis to imagine a hypbetical industry in the year 201Bat has
100 firms with sales of $1 million each. Shoulie patterns oentry and exit in U.S. industriesiring the
period of their study apply to the fututke following W occur?®

Entry and exit will be pervasive. After five years, between 30 antb new firms will have entered the

industryand will haveombined annual sales of $120 million.Half of these entrants will be diversified
firms competing in other markets, and haifi benew firms.During the same time30 to 40 firms with
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aggregatesales of $5-20 million will leave the industry. So the industry will experience4b3@rcent
turnover in firms, with the entering and exiting firms represening0lpercento f t h e

i ndustryys

Companies entering and exiting tend to be smalle r than the established firms . A typical entrant

is only about onehird the size of an incumbent, with the exception of diversifying firms that build new
plants. These diversifying firms, which represent less thapet@entof total new entrants, tend toe
roughlythe same size as the incumbents.

Entry and exit rates vary substantially by industry. Consistent with Exhibit 14esearchby DRS

shows that low barriers to entry and low barriers to exit tend to go together

Most entrants do not survive ten years, but those that do thrive . Of the 30 to 4 firms that enter
between 2A.3 and 2018, roughly80 percentwill exit by 2@3. But the survivors withore thandouble
theirrelative sizéy 2023.

Otherstudies have found similarly low chances of survival for new*ifResearch byCredit SuisseHOLT®
showsthat less than 5(percentof public firmssurvivebeyond ten yearOur analysis ofthe BDS dataalso
reweals low survival rateExhibitl5 showsoneyear and fiveyear survival rates based tre birth yearof the
establishmentThe ratetodayis similar tathat of 1977. Thelatest figuresshow oneyear survival rates of
about 75percentand fiveyear survival rates of roughly g&rcent

Exhibit 15:; Establishment Survival Rates by Birth Year, 1977-2009 (United States)

100%

90%

80%

70%

60%

50%

40%

= = One-year rate
10 Five-year rate
I\ /
[} \
| ' - 7\
" l\, \/ ~-_-"~_-\L—-\
\ 7
1977 1981 1985 1989 1993 1997 2001 2005 2009

Source:U.S. Census Bureau, Center for Economic SésdiBusiness DynamicStatistics; Credit Suisse.

What influences thelecisionof a challengeto enter in the first place? On a broad level, potential entrants
weigh the expectedeactions of thencumbens, the anticipated paydff and the magnitude of exit costs.
Experimenters alsfind that challengersieglect the high rates of business failure, legdooverconfidence
and a rate oentrythat appears higher than what is objectively warraiés yexpliore each of thestactors
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Letys first | oo lkcumbenteattien toeadpqent@ltnen entry. aur spekific factors
indicate the likelferocityof incumbent reaction: asset specificity, the level of the minimum efficient production
scale, excess capacity, and incumbent reputation.

For a |l ong time, economists thought t hamagratudéofi r mys ¢
assets it hadnvested More careful analysis revealed that y s guamtityof adseds that matterbutrather

the degree to which those assedse specificto that market. A firm that hasssetsthat are valuablenlyin a

specific markewill fight hardto maintain its position.

A clearillustration is a railroad versus an airlimgte Say a company builds a railroad &dimm New York to
Chicago. It can use thasset foronlyone thing: to move a train back and forth betwékose two cities. &
a result,that companywill go to great lengths to protect its positid@Mow consider an airlinthat flies from
New York to Chicago. If that nbe proves uneconomic, the airline can rerdbieplaneto a more attractive
destination

Asset specificity takea number of forms, including sigpecificity wherea company locateassets next ta
customerfor efficiency; physicapecificity, where a company tail@ssetsto a specific transaction
dedicatedassets, where a company acquirassetsto satisfythe needs of a particular buyemd human
specificity, where a company develops the skills, knowledge, or-koanof itsemployees®

The next factor is production scale. For many industue# costs decline as output riseBut this only
occursupto a point.This isespeciallyelevant foindustries with high fixed costa.firm enjoys economies of
scalewhenits unit costs declingvith volume gains. At some point, however, unit castg decliningvith
incremental outpuand companiegyet to constant returns to scale. The minimum efficient scale of production
is the smallest amount of volume a company must preduorderto minimize its unit cost§See Exhibit

16.)

The minimum efficient scale of production tells a potential erti@mtmuchmarket share it must gain

orderto price its goods competitivedypnd make a profitlt alsoindicates the size@dne nt r ant ys upf r ont
commitmentWhenthe minimum efficient scale of production is high relative to the size of the total market, a
potential entranis looking athe dauntingprospect of primg its product below average cost for some titoe

getto scale.The steeper the decline in the cost curve, the less likely the entry. The main way an entrant can

try to offset its production cost disadvantage is to differenttatproduct, allowing ib charge a price

premium versus the rest of the indyst

Minimum efficient scale is generally associated with manufacturing businesses, including automobile and
semiconductor fabrication plants. But the concept applies to knowledge businesses aserdh company
creates content ond@ often at a very hig cosO and then replicates it for the market. Software development
is a good exampleMicrosoft spent $6 billion to develop its Vista operating sysBernonce the company

had written the code, rglicating and distributing the software watativdy inexpensive. So the same cost
curve exists and is very steep.
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Exhibit 16: Minimum Efficient Scale as a Barrier to Entry
A

=

c

=]

S

()

o

—

%)

o

O .
Minimum
Efficient

Scale AVerage
Cost

v

Q
Output

Source:Sharon M. OsterModern Competitive Analygi®xford: Oxford University Pres999), 62.

A third factor in weighing incumbent reaction is excess capacity. The logic here is quite straightforward.
Assuming that demand remains stable, an entrant that comes into an inthathastoo much capacity
increases the excess capacity of the incumbetitthe industry has economies of scale in production, the
cost of idle capacity risder the existing companieés a resultthe incumbentsare motivatedo maintain
their market shareSo the prospect of amew entrant willriggera pricedrop. Thisprospect deters entry.

The final factor is incumbent reputation. Firms usually compe@rious markets over time. As a
consequencetheygain reputations as being reattyfight at the least provocation as being
accommodati ng. Aackéd by aotorssas wel gs words,tcaocod ,orb an entrantys d

Another important shaper of barriers to Aeentranty i s t h
cannot be sure that it will earn an attractive economic firtffié incumient has an insurmountable

advantage. Incumbent advantages coiméheform of precommitment contracts, licenses and patents,

learning curve benefits, and network effects.

The first incumbent advantage is precommitment contracts. Often, companies sdauedisinesghrough
long-term contracts. These contracts can leficientin reducingsearch costs for both the supplier atia
customer. A strongncumbent with a contract in pladécouragesntry.

Precommitment contracts take a number of forms. @ni¢ an incumbent has favorable access to an
essential raw materiahn exampleof thisoccurred shortly following World Warlcoa, an aluminum
producer, ggned exclusive contracts with all of the produadran essentiamaterial in aluminum production
calledhigh-grade bauxiteTheinability to accesbauxiteon such favorable terms deterrpdtential entrants

Another form of precommitment contract is a lgagn deal with customers. In the rl®80s, Monsanto
(NutraSwveet) and Holland Sweetener Compawere two producers of the sweetener aspartavter the
patent on aspartame expired in Europd 887, Hollandentered themarketto compete against Monsanto
The competition dwe downthe price of aspartame 6fercent andHolland lost money.

But Hollandhad its eye on theeal prizethe U.S. marketwherethe patentwas toexpie in1992. In a classic
precommitmenimove, Monsanto signed lorigrm contracts to supple largest buyers of aspartame,
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CocaCola andPepsiCq and effectivdy shut Holland out of the kited States This suggests a crucial lesson
for companies and investoai buyerd i ke t o have multiple suppliers to
they willuse multiple suppliers. Holland created a great deal of value for Cok@epsibut none for itself*

Precommitment also inclugguasicontracts,such asa pledge to always provide a good or service at the
lowest cost.Such pledges, if credible, deter epbecause rw entrants rarely have theale to compete with
incumbents.

Licenses and patents al so mdsenghatmake pominan sensdalmbernt r ant
of industries require a license or certification from the governmenthaginess. Acquiring licenses or
certifications is costlynencecreating a barrier for an entrant.

Patents are also an important entry barrier. But the spirit of a pateiffasentfromthat of a license. The

intent of a patent is to alloan innovato to earnan appropriate return on investment. Most innovations require
subsantial upfront costs. So a framarket system needs a means to compensate innovators to encourage
their activities. Patents do not discourage innovation, but they do detef@ndr{imited time intactivities

that areprotected.

Learning curves can also serve as a barrier to entry. The learning curve refers to an ability to reduce unit costs
as a function of cumulative experience. Researchers have studied the learningcimwedreds of products.

The datashow thaf for the median firm, a doubling of cumulative outediuces unit costs by about

20 percent®? A company can enjajne benefits of thédearning curve withowapturingeconomies of sda,

and vice versaBut generallythe two go hand in hand.

Network effectsarean ot her i mportant incumbent advantage that
effects exist when the value ofgiodor service increases as more members use guaid or serviceAs an

example eBay is attractive to useprecisely because so many buyers and settersgyregate thereln a
particulabusiness positive feedback ofteansuresthat one network becomes domimtaeBay has not only
weathered competitive onslaugliiut alsostrengthenedts position. These winngake-most markets deter

entry®

Good exampls today are theonline social networkéncludingFacebookand Twitter, whictbecome more
valuablgo a user as more people joitWe also see network effects in the smartphone market between the
dominant operating systems and #ipationdevelopers. Becausthe vast majority afisers own devices
operating omAndroidor iOS, apgicationdevelopers g far more likely to build applizmsfor them than for
otheroperatingsystems.This creates a powerful ecosystem that is daunting for aspiring entfants.

The last pointconsistenwithDRSy s anal y si s thelink betwdem barrieasrtodentry and t i s
barriers to exit. High exit costs discourage entry. agnitudeof investment an entrant requires and the
specificityof the assets determine the size @fit barriers. Low investment needs amsh-specificassets are
consistent with low barriers to entry.

Robert Smileya retired economist who specialized in competitive strasegyeyed product managers about
their strategiego deter entry?® While hisanalysisvas limited to consumer products companies, the result
are instructive nonetheless. (See Exhiiit) The first three strategi€slearning curve, advertising, and
R&D/patent) create high entry costs. The last thf@eeputationJimitpricing, and excess capadily
influencejudgments of pasentry payoffs. Vivally all managers reported usioge or moreof these
strategies tadeterentry.
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Exhibit 17: Reported Use of Entry-Deterring Strategy

Learning R&D/ Limit Excess
Curve Advertising Patents Reputation Pricing  Capacity

New Products

Frequently 26% 62% 56% 27% 8% 22%
Occasionally 29 16 15 27 19 20
Seldom 45 22 29 47 73 58
Existing Products

Frequently 52% 31% 27% 21% 21%
Occasionally 26 16 22 21 17
Seldom 21 54 52 58 62

Source:Robert Smiley, "Empirical Evidence on Strategic Entry Detemrdnternational Journal of Industr@iganizationVol. 6, June 1988, 172.

Behaviorafactors also play a role the decision to enter a business. A pair of economists, @aimerer and
DanLovallg designed an experimet understand why subjecenter a game® Whenthe scientists
infomedthe subjectghat the payoffs were based on skithe individuals overestimated their probability of
success. As a result, they entered the game at a highegthanthose whoweretold that thepayoffs were
random. Most subjects who enterdte gamebelieved they would have positive profits despitentdgative
total profit among all entrants.

The researchers attributed the overconfideatthee nt r ant s t o nr efTeeideanstteat gr oup n
the entrantsfocusedon what they perceied to be their unique skiNghile ignoringhe abilities of their

competitorsandthe high failure rate of new entrié¢the reference group)rhe failureto consider a proper

reference class pervadasany of the forecasts we makéIn the business wor]deference class neglect

shows up as unwarranted optimism for the length of time it takes to develop a new product, the chance that a
merger succeeds, and the likelihood of an investment portfolio outperforming the #harket.

Competitive Rivalry

Rivalryamong firmsaddresses how fiercely companies compete with one another along dimensions such as
price, service, neyroduct introductiongromotion,and advertising. In almost all industries, coordination in
these areas improves the collecte@onomic pofit of the firms For example, competitoiacrease their

profits by coordinatintheir pricingOf course, coordination must be tacit, not explicit.

Thereis atension between coordinating and cheatimgnost industriesA firm that cleats (e.g.,lowers its

price) while other firms are coordinatstgnds toearndisproportionatg@rofits We can think of rivalry as
understandingfor each firmthe tradeoffs between coordination and cheating. Lots of coordination suggests
low rivalry and attracéiveconomic returns. Intense rivalry makes it difficult for firms to generate high returns.

Coordination is difficult if there are lots of competitors. In this case, eachdnerivedtselfto be a minor
player and is more likely to think individitigially Naturally, the flip side suggests that fewer firms ket
more opportunity for coordinatidResearchshows that mostcases ofpricefixingthat the government
prosecuts involve industries with fewfsmsthan averagé&®

A concentration ratio is a common way to measure the number and relative power of firms in an rostry.

HerfindahHirschmanndex(HH]I) is apopularmethod to estimate industry concentratidhe HHI considers
not onlythe number of firm$ut alsothe distribution ofhe sizes ofirms. A dominant firm in an otherwise
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fragmented industry may be able to impose discipline onstheindustries with severfitms ofsimilarsize,
rivalry tends to bantense

Exhibit18 shows theHHI for 20 industriesMany economists characterize readings in excess of 1,800 as
industries with reduced rivalijhe indexs equal to 10,000 times the sum of the squares of the market
shares of the50 largest firms in an industry. If there are fewer than 50 firms, the atisisummed for all
firms in the industryFor instance, for an industry with foumgpanies and market shares of 40 percent,

30 percent 20 percent and 10 percentthe index would be 3,000. (Take 10,000 x [(?4) (.3)? + (.2)% +
(-1¥1)

Exhibit 18: Herfindahl-Hirschman Index for Selected | ndustries

Industry Group (Manufacturing) Index
Breakfast cereal 2,425.5
Tire 1,539.6
Automaobile 1,448.8
Fiber optic cable 1,239.2
Sugar 1,097.5
Soft drink 1,094.5
Snack food 1,984.1
Paper mills 673.4
Coffee and tea 763.1
Footwear 602.8
Small arms 508.2
Musical instrument 404.6
Frozen food 304.8
Sporting and athletic goods 253.4
Dairy product 290.7
Textile mills 160.2
Computer and electronic product 136.6
Chemical 114.0
Apparel 44.0
Fabricated metal product 9.0

Source:U.S. Census Bureau, Concentration Ratid)07 Economic Census.

If industry concentration is a reliable indicator of the degree of riyalfyd ex pect to see some
concentratiorand profitability. Researchers have shown this to be the dage professors of finance,etvei

Hou andDavidRobinsonexamined industries for the yedr863-2001 andfound that oncentrated

industriesearned abovaverageprofitsand lessconcentratedndustriesearned belovaverage profité®

Another influence of rivalry is firm homogendRiyalry tends to be less intense in industries wgtmpanies

that havesimilargoals incentive programswnership structue and corporate philosophies. Batmany
instances competitorshave very different objectives. For example, an industry may have companies that are
public, privately helar owned by private equity firms. These competitors may Oeyparatefinancial

objectives, incentive structures, and time horizons. The strategies that compéhiasan industry pursue will
reflect the heterogeneity of objectivés.
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Asset specificity plays a role in rivalry. Specific assets encourage a comgsay to an industry evemhen
conditions becomé&ying because the is no alternativase for the assetsAssets include physical assets
such asrailroad tracksas well as intangible assets such lasands.

Demand variabilitthapes coordination costésd hencehas an influence onvalry. When demand variability is

high, companies have a difficult time coordinating intgraad have little opportunity to effectivebprdinag

with competitorsVariable demand is a particularly important considenatiolustries with high fixed costs.

In these industries, companies often add too much capacity at points of peak deématecompanies use

this capacityat the peakthe capacity isnassively excessive at the trough and spurs even more intense
competiton at the bottom of the cyclerhe condition of variable demand and high fixed costs describes many
commodity industries, which is why their rivalry is so bitter and consistent excess economic returns are so rare.

A final consideration in rivalry is industry growth. When the pie of potential excess economic profits grows,
companies can create shareholder value without undermining their competitors. The game issurhzémo
contrast, stagnant industries are zesam games, and the only way to increase value is to take it from others.
Soarise in rivalry often accompangesiecelerating industry growth rate.

Disruption and Disintegration

Most strategy frameworks focus primarily on figuring out whbstries ee attractive and whicbompanies
are well positionedClayton Christensera professor of management, developed a theory to explajgreat
companies fail antlow companies succedtirough innovatiarChristensen wondereghyit was common
for companieswith substantial resources and smartmagement teams to los® companies with simpler,
cheaper, and inferior productdis theory of disruptive innovation explains that proé¢éss.

Christensen starts by distinguishing between sustaining and disruptive innovations. Sustaining innovations

foster product improvement. They can be incremental, discontinuous, or even raditia Bain poinis

that sustaining innovations operate withidefined value netwekOt he ncontext wi thin whic
and responds to customersy needs, solves probl ems,
pro%¥it .t

Disruptive innovation®y contrastapproach the same market buttva different value network. Consider
book selling as an example. The evolution from ramtkpop bookstores to superstores was a clear
innovation, but the value network was the same. Amazonictwoduced a new value network when it started
selling bookonline. It is common for disruptors to trade lower operating profit margins for high capital
turnover in their bid to earn returns on invested capital in excess of the cost of capital.

Christenserdistirguishesbetweenthe two types of disruptive innai@n low-end disruptions and nemarket
disruptions. Lowend disruptors offer a product that already exists. For instance, when Southwest Airlines
entered theairlineindustry it provided limited flights with no frilisa very low cost. Southwestcoal¢y t , and
didnyt, compete with the | arge carriers.

A newmarket disruption, othe otherhand c ompet es i n-consumaplion‘lt appgasiton st rnnon
customers who previously did not buy or use a product because of a shortage of funds or skillanarketv
disruptive product is cheap or simple enough to enable a new group to own and use it.

The transistor radio, introduced in the 1958san example of a newnarket disruption. Manufacturers such
as Sony targeted teenagers, a group who wanted to |
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tabletop radis. Teenagers weraso thrilled that they could listen these pocketsized adiosaway from their
parentsthat they ignored the static and poor sound quélity.

Disruptive innovations initially appeal to relatively few customers who value features such as low price, smaller
size, orgreater convenienceChristensen finds that tise innovations generally underperform essaied
products in the near term but are good enough for a segment of the market.

Exhibit 19 presents Chri st ensenagndtheverttta dxisgpreduca | | y . T
performance. The shaded area represecuistomer needsindtakes theshape of a distribution that includes
low-end, average, and highnd customers.

Theupwardsloping line at the top is the performance trajectory sfaning innovations. The parallel,
upwardsloping line below it is the performance trajectory for a disruptive innovation.

Exhibit 19: Christensen's Model of Disruptive Innovation

Sustaining

4 Innovation
Performance

Overshoot customer

performance needs™ £

Mainstrean
Customer
Needs

Meet customer
needs at lower price

Disruptive
Innovation

Time

Source:Clayton M. Christenseffhe Innovator's Dilemm@oston MA: Harvard Business School Press, 1997), xvi.

One of the key insights of the model is that innovations often improve at a faster rateeéhaarket
demandsEstablished companies, through sustaining technologies, commonly provide customers with more

than they need or more than they are ultimately willing to pay¥ben innovation drives performance for a

sustaining technology past the needswadiinstreant u st omer s, t he . puclordatketd i s nove
typically include customers who are unwilingtppaf or new f eatures and who dony
that the products offer.

Further when the performance of a sustainimgpovatiorexceedsthehigk nd of t he consumer ys
the basis of competitioghiftsaway from performance towaspeedto-marketand delivery flexibilitizor

instance, as the personal computer market became overshot in the 1990s, manufacturers focused on
performancesuchas Compag lost to manufacturers with more efficient delivery modelsh as Dell.
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The trajetory of product improvemeatlows disruptive innovations to emerge becaasen if they do not
meet the demands of users today, they become competitive tomodfther, because disruptive innovations
have a lower cost structure, they end up squeeegesstablished prodecs

Christensen likes to usithe example othe minimills versus integrated mills in teeel industry. Mirinills

melt scrap steel, so they are a fraction of the size of the integrated mills that make steel in blast furnaces.
Because the integrated mills controlled the whole process, they started with the substantial advantage of
producing teel of high quality.

The minimills launched their simpler and cheaper model in the 19¥@sir inferior qualitinitially limited

them to making rebar, the bars that reinforce concrete. This iteths expensivand least valuable market

for steel.Indeed the profit margins fointegrated millsmproved after theleft the market for rebar to the

minimilsAs Chri stensen says, nlt felt good to get in an

But the good f e éubtiasthg thelory gradictshe mimrmilts rapidby mmgproved their ability to
make better steehnd started taompete in markets that had more value. That process contiauexdtime
until the minimills shouldexd into the high end of the market anigstroyedhe profitability ofhe integrated
mills.

A cruci al poi nt of asSihgovesdseiptisaponajionsnay appéacometelyrdticanal p

for established companies. The reason is tfiatuptive products generally offer &wnarginsthan

establishedones operate in insignificant or emerging mar ket
profitable customers. As a result, companies that listen to their customers and practice conventional financial
discipline are apt to disregard disrupiiveovatios.

Exhibi2t0s u mmar i zes Chr i st e nisnevatiprsusthitingdoeend; and rewyranet, e s o f
andconsiderghe customes they serve, the technology they utilize to attract customers, the business models
theyemploy and the expected incubent response to eacilThe incumbent response warrants specific
attention. If a new competitor comes along with a sustaining innovation, incumbents are highly motivated to
defend their turf. Christensen suggests it is very rare to see an incumbent wéattte to a challenger.

For lowend disruptions, the motivation of incumbents is generally to flee. This is what the integrated mills did.
In the short run, fleeing helps pratfiarginsby encouraging the incumbent to focus on the most lucrative
segment of the market. In the long run, it provides resources for the disruptor to build capabilities that allow it
to penetrate the mainstream market on a eeffective basis.

Incumbents araypically contento ignorenewmarket disruptions. The example of the transistor radio shows

why. Becausethe portableadios did noencroach on thdase ofthe established tableto@dio customers,
the incumbent firms were motivateddisregardhe newproduct.
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Exhibit 20: Innovation Categories and Characteristics

Sustaining Low-End New-Market
Innovation Disruption Disruption
Overshot customef
Customers %Ggg%heort at low end of NOﬂ-COﬂSL(ijeI’ or
existing market norrproducer
Technology Improvement along  Good enough | Simpler, customizable
(product/service | primary basis of performance at lets people "do it
/process) competition lower prices themselves"

Extension of

- =TS Attractive returns afCompletely new mode
Business Model winning

lower prices different from core

business model business
Competitor Motivated , . .
Motivated to flee | Motivated to ignore
Response to respond 9

Source:Based on Clayton M. Christensen and Michael E. Rayhbre | n n o v a {Bostoy MA: HaovdrdiBusinesa School Press, 2003), 51.

Christensen has also done insightful workumaerstandhg and anticipating the circumstances under which
an industry is likely to shift from vertical to horizantagratiorf® This framework is relevant for assessing the
virtue of outsourcing. While taourcing has provided some companies with great benefits, including lower
capital costs and faster time to market, it has also created difficulty for companies that tried to outsource
under the wrong circumstances.

Firms that are ertically integratedaminatewhenindustries are developirmgecause thecosts of coordination
are so high. Consider the computer industry in 198&ee Exhibi21.) Most computer companies were
vertically integrated to ensure that their products would actually work.

But as an industry develops, various components become modules. The process of modularization allows an
industry to flip from vertical to horizontal. This happened in the computer industry by-ft$96sd

Modularization, which is not simple from an eegiimg standpoint, allows for standardization and the

assembly of products off the shellf.
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Exhibit 21: Disintegration of the Computer Industry

The Vertical Computer Industry 6 Circa 1980 The Horizontal Computer Industry 0 Circa 1995
S_ale_san_d S_ale_s an_d Retail Store Superstores Dealers Mail Order
distribution distribution
Application Application Word Word Perfect  Etc.
software software
Operating Operating )
system system DOS and Windows 0S/2 Mac  |UNIX
Hewletto
Computer Computer [Compag Dell Packard Bell Packard IBM |Etc.
Chips Chips Intel Architecture Motorola| RISCs
IBM  DEC SPE'Y  \yang
Univac

Source:Andrew S. GroveOnly the Paranoid Surviyilew York: Doubleday, 1999), 44.

Boeingys ordeal wsatchutionanydalaBodthe jerilssodautbourairga early?’

Hi storically, Boei ng Hoapdr iunste dt aw hperroecbeys st hcea | cloentp annbyu id
an aircrafin haise and suppliers wergent very specific instructions. For the 787, Boeing decided to

outsource the design and construction of various sections of the patiethe goal of lowering costs and

guickening assembly times.

The progranwasa mess.The first plane was supposed arrive in 1,200 parts but showed up in 30,000

pieces. Boeing had to bring substantialtpasf the design backnihouseat a large cost of money and time.

The company failed to realize that outsourcing doesr
integration of disparate subcomponents. The coordination costs are simply too high.

I ndustry analysis provides important background for
performanceNow we turn to analyzing the firm.

Measuring the Moat 31



N
CREDIT SUISSE July 22, 2013

Firm-Specific Analysis

Core to understanding sustainable value creation is a clear understantimg @company creates
sharehol der value. A companyys ability itdimteractioreat e v a
with competitors, and how it deals witbn-competitors'®

Much of what companies discuss as strategy is not strategy a#salMichael Porter emphasizes, strategy is

different than aspirationsyore than a partidar action, and distinct from vision or values. Further, Porter
differentiatesdbetweenoperational effectivenesndstrategic positiong. Operational effectiveness describes

how well a compangioes the same activity asthers Strategic positioning focusesémow a companyys
activities differ from thosef its competitorsAnd whee there are differences, there are tradés.*

We first provide a fundamental framework for value creation. We then consider the various ways a company
can add value. Finally, we delve into firm interaction using game theory and principlevd@iton.

A Framework for Added-Value Analysis

Adam Brandenburger and Harborne Stuprbfessors of strategyoffer a very concrete and sound definition
of how a firm adds valu€.Their equation is simple:

Value created willingnessto-pay 6 opportunity cost

The equation basically says that the value a company creates is the difference betweemgetb&biitits
product or service and what it costs to produce that product (including the opportunity cost of capital).
Understandingvhateachof the terms measis fundamental to appreciating the equation

Letys start with will i nggyoealwandnew tpnaiyrackeéleartythatis e s ome on
good. Now imagine that the same person stavithdrawing money from your bank acnbin small

increments.The amount of money at which you are indifferent to having thetracltke cash is the definition

of willingness to payf you can buy a product or service for less tlganrwillingness to pay, you enjoy a

consumer surplus.

The flip side describes opportunity cost. A firm takes some resource from its supplier. Opportunity cost is the
cash amount that makes the supplier perceive the new situation (cash) as equivalent to the old situation
(resource).

Brandenburger and Stuattten go on to define four strategies to create more value: increase the willingness

to pay of your customsyreduce the willingness to pay thfe customers offour competitors; reduce the

opportunity cost of your suppliers; and increase the opporturstyotsuppliers to your competitors. This
framework also fits well with Port ere@lwogstproglucérc st r a
(production advantage) and differentiation (consumer advantage).

Brandenburger teamed up wittiscolleg ue Barry Nal ebuff to c¥Wete what t
present the value net slightly differently than the authors do, but the components and configuration are

identical. (See Exhibit2 ) On t he | eft are the ffiimrmys swpdloimerss..
the suppliers and customers are the company, its competitors, and its compler@eatiersn we will define

in more detailFornow, the point is that companies beyond a fi
can affect the anount of added value that it can capture.
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Exhibit 22: Added-Value Analysis 6 The Value Net

Competitors

Suppliers Company Customers

Complementors

Source:Adapted from Adam M. Brandenburger and Barry J. Nalelidfopetition(New York: Doubleday, 1996), 17.

The value net fits comfortably into MichReb r t er ¥y s t lesabdtiadds ao impoltanteeleraehty s
strategy is not only abousk and downside but alsabout opportunity and upsideesearch in industrial
organizatioemphasize non-cooperative game theory, a reasonaafgproachfor wellestablishedndustries

near product price equilibriufBut cooperative game theory recognizes that many industries are dynamic and
offer opportunities to cooperate as well as to compete.

The Value Chain

Michael Portealsodevelopedralue chainangls i s, a power ful tool for identi:
competitive advantage. The value chain is nthe sequ
produce, sell, del i v&Erhpit2ahdemcts a gepepicovalie chaifPaterpr oduct s . &

recommends focusing on discreaetivitiesrather tharbroad functions such as marketing or logistics, which
he considers too abstracthe objectiveista s sess each activityys specific c
ability to capture and sustain competitive advantage, be it through higher prices or lower costs.

Exhibit 23: The Value Chain

> R&D >Supply chain > Operations > Marketing & > Post-gales >
management sales service

Source: Joan Magrettd)nderstanding Michael Porter: The Essential Guide to Competition and StfRt=ggn, MA HarvardBusiness Review Press,
2012).

Creaing an effective value chain analysis involves the following steps:

Createamapoft he i ndust r vy $hewthesséqueace of Achvities that most of the
companies in the industry perform, paying carafigntion to the activities specific to the indushat
create value

Compare your company to the industry. Examineg our companyys configurati ol

how it compares to others in the industry. Look for points of difference that megt@icompetitive
advantageor disadvantage. fa o mpanyys val ue ¢ hahofits peers, thenghey r es e mb
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companies are |ikely engaged in what Porter calls
pursue similar strategies acros®tbame activities, and it often leads to price wars and destructive,
zerosum competitioi?

Identify the drivers of price or sources of differentiation . Tocreate superior valy@ company
should ok for existing or potential ways to perform activdiéerently or to perform different activities.
This @ancome anywhere along the value chaitarting withproduct desigrand ending witlpog-sales
service.

Identify the drivers of cost. Estimate as closely as possible the full costs associated with &ctivity.
Look for existing or potential differenclestween thecost structureof the company and that of
competitors Pinpointing the specific drivers of a cost advantage or disadvantaggield crucial insights.
This allowsa manager to rethink hoyor why,a companyperforms a particular activity.

Sources of Added Value

There arethree broad sourcesf added value: production advantages, agngr advantages, and external
(e.g., governmentjactors Note that there is substantial overlap between this analysis and the industry
analysis, buherewe focuson the firm.

Production Advantages

Firms withproduction advantageseate value by delivering products that have a larger spread between
perceivel consumer benefit and cost than their competitors, primarily by outperforming them on the cost side.
We distill production advantages into two parts: process and scale economies.

Here are some issues toonsider wherletermiiing whether a firm has a press advantage:

Indivisibility . Economies of scale are particuladyevant fobusinesgs with high fixed cost€One

important determinant of fixembstsis indivisibility in the production process. Indivisibility means that a
company canyt s c allevaminisuumpave elendf buipat is Iolhekskings b e

businesss an example. If a bakery wants to service a region, it must have a bakeks,tand drivers.

These parts are indivisible, and a firm must bear their cost no matter what bread demand looks like. At the
same time, if the trucks go from hamptyt o compl et ely full, fixed costs

Complexity. Simple processes areasy to imitate and are unlikely to be a source of advantage. More

complex processes, in contrast, require more kitnmw or coordination capabilities and can be a source

of advantageForinstance Procter & Gambl€P&G)reportedly spent eight years andrdreds of

millions of dollars to develdpde Podsa unitdosecapsule form of laundry detergeMuch of the

spending went toward a dedicated staff of technical professionals, testing on thousands of consumers,

and hundreds opackaging and product skdtes. Thegovernment granted P&G numeropatents on

det ergent ¢ hemi sdndtlhe manufacturing pracgss. Bab MsDon&#§Gy s @tE O

the time,demonstrated hisonfiderce in the intelleatal property whenhge a i d nl don't i magi
is going to be able to be copiedinawyay t hat it wi*l | become a threat.t

Rate of change in process cost . For some industriegroduction costs decline over time as a result of

technological advances. For example, the proaetated cost of buildingn ecommercecompany today
is kess than in the past becaus®u can purchasenost of the necessary components off the sheliit B
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the cost in the future is likely to be lower thhie costtoday for the same reason. For industries with
declining process costs, the incumbent has learning curve advaniabis the challenger has the
advantage of potentially lower future @<$o theanalysis must focus on the traadf between learning
advantages and future cost advantages.

Protecton.Look f or patents, copyrights, trademarks, an
Research suggests that produatsth patentprotectiongenerate higher economic returas a groupthan
any single industrsp.

Resource uniqueness. Al coays bauxite contract is a good il

Economies of scale are the second category of potential production advaBtdiet 24 illustrates the
distinction between supplpand demaneside scale economies. A firm creates value if it has a positive spread
between its sales and costsicluding opportunity cast® A firm can create more value by either reducing its
costs or increasing the price it receives. Evidence suggests that differences in customer géllingag

account for more of the profit variability among competitors than disparities in cost’levels.

Thewelltknowncost curvedepicted inExhibit24 shows thatas a manufacturing company increases its
output, its marginal and average unit costs dedlip& a point. This is clasc increasing return® scale as
the company benefits fropositive feedbackn the supplhs i d eallabbut Igwering costs. However,
positive feedback tends to dissipdte manufacturing companies because of bureaucracy, complexity, or
input scarcity. This generally happens at a level well before doraimaarket shares in thendustrial world
rarely top 50percent Positive feedback on the demand sicd@mesprimarilyfrom network effectsa point we
will develop further iaur discussion ofonsumer advantages.

Exhibit 24: Supply- versus Demand-Side Driven Scale Economies

SupplySide I DemandSide
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Output | Users
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Opportunitycost Cost Price Willingness to pay
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Supplshaer y s Fi rgahgre Buy ehages

Total Value Created

Source:Credit Suisse
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Some areas to consider when determining whether or not a comparsupalyside scale advantages
include

Distribution . Start by determining whethére firm tas local regional, or national distribution scalée
would note that very few firms have national distribution scale. One good exampldns.réfailMart

buit its business in the 1970s and 1980s through regional distribution advantages. Most retailers have
only regional advantages and often fail to genena¢@ningfukeconomic profit outside their core

markets.

One useful way to assess distributionstrengte t o | ook at the firmys oper a:;
Firms likely have some advantagelsereassets and revenue are cluster&d.

Purchasing. Some firms can purchase raw materials at lower prices as the result of scale. For instance,

Home Depot was ble toaddover 200 basis points to its gross margin in the late 1989foweing its

cost of merchandisinthroughproductline reviews and increased procuremehimported products.

Home Depot used its size to get the best possible price from itsisupplincreasingly, large firms are

|l owering their supplierys opportunity cost by pro

Research and development. Economies of scope, related to economies of scale, exist when a
company lowers itanit costs as it pursues a variety of activities. A significant examplessrcbsand
developmenspilloverswherethe ideas fronone research preft transfer to other project§.or example,
Pfizer sought a drug to treat hypertension, then thoughight treat angina, and then found an unusual
side effect which led to the blockbuster drug, Viaj@ompanieswith diver® research portfolios can
often find applications for their ideamre effectivelghan companies with smalleesearch portfolias

Advertising. Theadvertising cost per consumer for a product is a function of the cost per consumer of
sending the message and the readhthe fixed costs in advertising (e.g., ad preparation, negotiating
with the broadcaster) are roughly the samedimall and large companies, thiargecompanieshave a
advantage ircost per potential consuméecause they can spread theinsts over a much larger base.

Forexample,edy bot h McDonal dys and Wendyys havesinequally
the UnitedStates ThatMc D o n a | dughdy twWica as mamstoresasWe n d dogsmeans that
Mc Donal dygcosipdnstere is loveei n

Companieghat enjoy economies of scale in their logabgraphic or produeharkets should also be aware of
the impact of globalization on their industrigsalysis byWMcKinsey a consulting firmsuggests that about
one-third of all industries are global, ettérd nationalandone-thirdregional. (See Exhibit®) Their

reseach alsoshowsthat industries are becoming increasingly global over time.
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Exhibit 25: Various Industries and Their Stages of Globalization

~33% <
Globally
defined

~33%
Nationally<
defined

Industry

Physical commodities

Scaledriven business
goods and services

Manufactured
commodities

Labor skill/productivitgriven
consumer goods

Brandablelargely regulated
consumer goods

Professional business services

Historicallyhighly regulated
(nationally) industries

(" Highinteraction cost consumer

goods and services

GLOBAL

Examples

Petroleum, mineral ores, timber

Aircraft engines, construction equipment, semiconductors,
airframes, shipping, refineries, machine tools, telecom equipment

Refined petroleum products, aluminum, specialty steel, bulk
pharmaceuticals, pulp, specialty chemicals

Consumer electronics, personal computers, cameras, automobiles,
televisions

Beer, shoes, luxury goods, pharmaceuticals, movie production

Investmenbanking, legal services, accounting services, consulting
services

Personal financial services, telecommunications service providers,
electric power service providers

Food, television production, retail distribution, funeral homes,
small business services

~33%
Locally < Locally regulated or high trans Construction materials, real property, education, household
defined portationcost goods and services services, medical care

Government services

LOCAL

Civil servants, national defense

Source:Lowell Bryan, Jane Fraser, Jeremy Oppenheamd Wilhelm RalRace for the Worl@Boston, MA:Harvard Business School Press, 1999),

45.

Globalization ties in with economies of scale in two important ways. First, companies enjoying economies of

scale in their local markets often find it extremely challenging to replicate those advantages induetvagor
geographic markets. Even Willart has struggled overseas, where competittosinant in those regions

enjoy cost advantages in areas such as advertising and distribution. Any institutional advanthded kel
in terms of efficiency or use ofthnology areffset by the local economies of scales competitordhave
earned

Second, increasing globalization may undeffteitadvantages aéconomieof scale in some industries. This

is tied to the idea that an industry leader can more easiiyntain dominance in a market of restricted size. In

a restricted market, an upstart neetb capture a significant amount of market share to reach economies of
scale,a challeng given it musivreste share from the leader itself. But as an industry ugdes

globalization, economies of scale are actually easier to obtain for new competitors, as they no longer need to
capture a significant share of a local mar¥et.

If youbelievea firm hasa production advantage, thiarefullyaboutwhy its costs aréower tharthose ofits

competitors Firms with production advantages often have lower gross margins than companies with consumer
advantages.
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Consumer Advantages

Consumer advantage the second broad source of addedlue. Firms with consumer advantages create
value by delivering products that haviergerspread between perceived consumer benefit and cost than its
competitorsgdo. They do sqrimarily by outperforming competitors on the benefit side.

Here are someommonfeatures of companies with consumer advantage

Habit and high horizontal differentiation . A product igjorizontallglifferentiatel when some
consumers prefer it to competing products. This source of advantage is particularly significant if
consumers use the product habituaflyproductneed not beunambiguouslpetterthan competing
products;it just hasto havefeatures that someansumers find attractive. Soft drinks are an example.
Competing with Coc&ola is hard because many consumers habitually drink Coke and are fiercely
attached to the produét.

Experience goods. An experience good is a product that consumerscanassesd y when t heyyyv
it. Search goods, in contrast, are products that a consumer can easily assess at the time of purchase

(e.g., hockey pucks or office furniture). With experience goods, a company can enjoy differentiation

based on image, reputationr oredibility. Experience goods are often technologically complex.

Switching costs and customer lock -in. Customers must bear costs when they switch frame

productto another. The magnitude of switching costs determines the degree to which a customer is

locked in. Sometimes switching costs are large and obvious (e.g., $100 million for a company to replace
itsnetworkkand someti mes theyyre small but significant
customers to switch insurance providers).

An exampleof a product with high switching costs is an enterprise resource planning (ERP) system. In
addition to the high initial cost for the licenaesompany implementing a new ERP systeumst also
expend a significant amount iofternal resourcefor things sub as user training and IT support
Moreoverbecause a company mustistomize an ERP system to its business processes, it makes it
even more costly to switch providelExhibit26 provides a breakdown of various forms of {atland

their associated switching costs.
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Exhibit 26: Types of Lock-In and Associated Switching Costs

Type of Lock-In Switching Costs

Contractual commitments ~ Compensatory or liquidated damages

Durable purchases Replacement of equipment; tends to decline
as the durable ages

Brand specific training Learning a new system, both direct costs and
lost productivity; tends to rise over time

Information and databases Converting data to new format; tends to rise
over time as collection grows

Specialized suppliers Funding of new supplier; may rise over time
if capabilities are hard to find/maintain

Search costs Combined buyer and seller search costs;
includes learning about quality of alternatives

Loyalty programs Any lost benefits from incumbent supplier,
plus possible need to rebuild cumulative use

Source:Carl Shapiro and Hal R. Varidnformation Rule@Boston, MA:Harvard BusinesSchool Press, 1999), 117.

m Network effects . Network effects can be an important source of consumer advantage, especially in
businessedased on informationYoucanthink of two types of networkgSee Exhibit27.) The first is a
hub-andspoke networkwhere a hub feeds the nodes. Examples include most airlines and retailers. In
these netvorks, network effects exist but are modest

Exhibit 27: Network Effects Are Stronger for Interactive Networks than for Radial Networks

Radial Interactive

e\ /@

e\

ath

Source:Credit Suisse

The second type is an interactive netwarkierethe nodes areeitherphysically (telephone wires) or virtually
(the same softwarejonnected to one another. Network effects tend to be significant for interactive networks
becausethe good or service becormenorevaluableas more people usi. For example, Visa and

MasterCard have formidable advantages inntiaeket forpayment systems aa result of their strong network
effects.
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Positive feedbacks critical innteractive networks. If more than one interactive network is competing for
customers, the network that pulls ahead will benefit from positive feedback, leading to atakerraost
outcome. So the dominant network not only gets the most usedsthe beefit of scak, butalsothe

switching costs for itsustoners rise as the network becomes largéhe dassic ekample of thigle facto
stadard setting i s Mi copematng $ystemdbusiness. s on al computer

The pattern of cumulative users of mmeractive network follows arcirve, similar to the diffusion of other

innovations. However, the-&urve tends to be steeper for interactive netwdfkehe late Ezerett Rogersa

prominent sociologisfound that the plot of new adopters to a technglag networkfollows a normal

distributionJ udgi ng t he source and | ongevity of a companyy
likelihood of sustainable value creati@mumber of companiesncluding AOL, MySpace, and Friendster,

appeared to havbuiltvaluable netwoskonly to see their valuizzle.

If youbelievea firm hasa consumeldvantagec onsi der why t fnessopsnshighend ys wi | |
likely to stay highConsumer advantagegenerallyappeatrin the form otigh gross margins.

Exhibit28 allows us to see which companies hareduction or consumer advantagay disaggregating the
sources of economic return on investmg@FROI = CFROI Margin x Asset Turnovéhg vertical axis is

asset turnover. Companiegth a production advantage generally have high asset turnover. The horizontal axis
is profit margin. High margins are consistent with a consumer advaritagésocurve shows all the points

that equal asix percent CFROIUsingdata fromCredit SuisseHOLT, the exhibit plots the profihargins and

asset turnovefor the largest 00 nonfinanciakcompanies in the worlir the latest fiscal yeaAll companies

that fall above or to the right of the isocurve earn CFROIs in excessp#rcent

Thepanel at the bottom of ExhibiBZhows how companies can take different paths to the same economic
return. For instance, CVS Caremark and Johnson & Johii3&4a) have CFROIs of 1:34 percent. But CVS
Caremark has a relatively low margin and high assebwer, whereas J&J has a high margin and low
turnover.
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Exhibit 28: Sources of Economic Return for the Largest 100 Firms in the World
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| CFROI Margin (%) |
Production Advantage Consumer Advantage
CFROI CFROI
Company Margin (%) CFROI (%)|{Company Margin (%) CFROI (%)
Unitedhealth Group 7 27 Apple 30 32
Amazon.com 7 16 eBay 30 16
CVS Caremark 6 14 Johnson & Johnson 29 13

Source:Credit Suisse HOLT
Government

The final source of added value is externafyj@mrernmentelated. Issues here includribsidies, tariffs,

quotas, and both competitive and environmental regulation. Changes in government policies can have a
meaningful impact on added value. Consider the impact of deregulation on the airline and inaltistries,
Basel lllon financial serviceghe Affordable Care Aan health care, and tarifian the solar energy

industry®?
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Firm Interaction O Competition and Cooperation

How firms interact withone arother plays an important role in shapsugtainable value creati6hHere we
not only consider how companies interact with their competitors but also how congmaeaissve.

Game theonyis one of the best tools to understand interaction. Game theory forces managers to put
themselves in the shoes of otheompaniegather than viewingompetitiorsolely from their owngint of
view

The pr i s on éesthgcassid exanplediha-person interaction in ganteeory®® We canconsider

t he prdilamonaia a gusiness context kspking ata simple case of capacity addition. Say two

competitors, A and B, ardeciding whether tadd capacity. If competitor A adds capacityand Be s nyt , A
gets an outsized payoffSee the bottom left corner of Exhibit 2BLikewise, if B adds capacity and A
doesnyt, B g e (tap righttcenen)lfaegitheeexparalghe tbtal payoff foA and Bis the

highest {op left corner). Butfiboth adl capacitythe total payoff is the lowest (bottom right corner).

If a company plays this game once, the optimal strategy is to add capacity. Consider the problem from the

point of view of company Ahe expected payoff from adding capacity ghir than the expected value of

not expanding. The s ameintlSoafding capgeity eisdwmpetitototheBy s st an
Nash equilibrium, the poimthereno competitorcan gain by changinigs strategy unilaterally.

Exhibit 29: Capacity Addition and the Prisoner's Dilemma

° Competitor B
x Donyt Ex pan dAddCapacity
w B B
A A
- 35 40
c
< 5 35 25
2 o
Gé-). > B B
S| A A
o 3 25 30
O o
5
@)
Z 40 30
<

Source:Credit Suisse.

You might assume that companies always evaluate the potential reactions of their comBefittirat is

frequentlynot the case. During a roundtable discussion in the B98€0s, for instance the chief financial

officer of International Paper revealed that his company considered basic economic conditions when weighing
the decision to build a new paper facilityWhatBBut he
we never seem to faor in, however, is the response of our competitors. Who else is going to build a plant or
machine at the same timg?

Pankaj Ghemawat professor otrategy provides a more sophisticated examipéessed on lhe actual pricing
studyof a major pharmaceical company’ The situation is tha challenger is readying to launch a
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substitute for one of the i ncumb daskisjtesdetenietthe pr of i t ab
pricing strategy that maximizes the value of its established product.

Exhibit30 shows the payoffs for the incumbent (1) and challenger (C) given various assumptions. For example,
with no price change for the incumbent and very low pricing by the challenger, the model suggests a payoff of
350 for the incumbent and 190 for ¢hchallengefupper leftcorner) Thi s anal ysis all owed
management to view the situation from thén a | | @aingoé vieywsrsus considering only what it hoped

the challenger would do.

Exhibit 30: The Payoff Matrix in the Face of a Challenger Product Launch

Incumbent (1) Challenger (C) Price
Price Very Low Low Moderate High

No brice ch I™SE 190 [IC 168 |[ITE 129 |IE 116
O price change| 35 507 585 624
C has large price] ™<_ 163 |™C_ 168

advantage 418 507
C hassmall price| ™ 155 |I™& 138 |I™&_ 126

advantage 454 511 636

| neutr g%z 80s |TCEs 124 [TC 129 |E 128
advantage 428 504 585 669

Source:Adapted from Pankaj Ghemaw&trategy and the Business Landscapl Ed. (Upper Saddle River, NJ: Prenti¢tall, Inc., 20®), 71.

In our simplecases ofcapacityadditionsand product launas, we treated competitanteraction as if it were
a onetime event. In reality, companies interact with one another all the tintbeSwxt level of analysis

consides repeatedgames.

Robert Axelroda political scientistan a tournament to see which strategy was mmstcessful in an iterated
pri s oner ynsteaddf plagimgiuat once, tlhtempetitorgplayed 200 rounds of the gagrwith payoffs
similar to that in Exhibit 28.The winningstrategywas tit for tat. Tit for tat starts by cooperating but then

mimicsi t s

competitorys

| ast

moyve.

So

if a competitor ¢

price as well. If the competitor then raises prices, tit for tat immediately follows. In practice, tit for tat is

effective only if companies cqmdge clarlythe intentions of their competitors.

Game theoryis particularly useful in considering pricing strategies and capacity adéfifotieorough review

of a firmys

p r i cadatigns and teductiorsn pronide inpatamasight intgrivdry and

rationality.You can do similar analysasthe industrylevel.Institutional memory, especially for cyclical

businesses, appears too shaot distinguish between a oftei me

and

an

iterated prison

Companies and analysts cgo beyonda payoff matrix that considers only ehme interactiorand build a
tree based orsequentiahctions. The approach here is similar to strategy in chessftwalardand reason

backwvard™

Exhibit31 is an example ch game treghat Pankaj Ghemawatevelopedo reflectthe payoffs from various
decisions in theearly days of the satellite radio industtyen two companies, Sirigatellite Radi@and XM
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SatelliteRadio, went hedrto-head™ Siriug shoicewasbetweenescalatingts investmenby acquiring its
own contentandfollowing the traditional radio model of licensing contargither caseXM could have
responed by choosing to escalate its own content investmé&he payoffs at the end of the tree show the
economic consequences of the various scenarios. In reality, such ansiggfscultbecause the range of
alternatives is large. But game trees provigghtinto competitive interaction and hence the prospects for
sustainable value creation.

Exhibit 31: Mapping Sequential Moves in Content Acquisition for Satellite Radio Companies

Not escalate Sirius: $1.4B

content XM: $2.1B
XM
Not escalate
content Escalate Sirius: $1.4B
content XM:  $1.7B
Sirius
Not escalate Sirius: $1.7B
content XM: 1.4B
Escalate $
content
XM
Escalate Sirius: $1.4B
content XM: $O.8B

Source:Pankaj Ghemawatrategy and the Business LandscaBed Ed.(Upper Saddle River, NJ: &ntice Hall, Inc., 2009), 7477.

Another good example of game thedthe monthlong turmoil in the interbank loan market during the fall of
2008. John Stinespring and Brian Kench, professors of econgrdiescribe the decisiorthat banks faced
when thebankruptcy of.ehman Brothersent a jolt offear through thdinancial syeem. One resulof the

fear was thabanksbecame reluctantio lendovernighto one anotherThisinstitutionalending andorrowing

is essential fothe liquidity ofhe financial systerf?

Stinespring and Kencfiamethe decision in the throes dlfie crisis as a game dfoan or No Loarfor two

banks,A and B (See Exhibit32.) The payoffs in the table are the expected profits foreachb@yks pr of i t s
are showron the left and By s oa thearight) If both banksc h 0 o sam} liquidity ioreserved in the

system and both banks securan expected profit of $10. If both banks choaf¢o Loans interbank lending
decreasesliquidity dries up, and botianks incuan expected lossf $10.

Exhibit32:Pr i sonerys Dil emmMakenh | nterbank Loan
Bank B
No Loan Loan
Bank A

No Loan -10, -10 15, -15

Loan -15, 15 10, 10

Sourcee J ohn Robert Stinespring and Brian T. Kench, 15 Echrparyd i200bSegg t he | nter ba
http://ssrn.com/abstract=1305392
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The best result forhte system is for both banks taman Nevertheless, whewe follow the logic of the payoff

matrix, we see that A is unlikely to choose Loan when it considers what B migiihdcsamelogicapples

for B.) If A thinks B will choose No Loan, A will selé Loan(-10 versus-15). If A thinks that B will

chooseLoan Ay s b e s stilINoe slpooanns e( 41s5 ver sus +10) ,whereys a c¢ |l i
the optimal strategy in a single interaction is the least attractive in repeated interactions

Ou discussion so far has focused on competition. But thoughtful strategic analysis also recognizes the role of
co-evolution, or cooperation, in business. Not all business relationshipased onconflict. Sometimes
companiesutsidethe purviewof afimmy s competi tive set can heavily infl

Consider the example &lu-raydiscmakers (software) anBlu-rayplayer makers (hardware). These
companies do not compete with one another. But the nialueraytitles that are avaible, the more attractive
it will be for a consumer to buyBlu-ray playe, and vice versa.

Another example is electric car manufactuisard the makers of charging statioms.consumer is more likely
to purchase an electric vehicks the number anduality of opgbns for charging it increases. Aotlarging
stations are more valuabillethere are morelectric vehiclesn the road Complementors make the added
value pie bigger. Competitors fight over a fixed pie.
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Brands

Whenqueriedabout sustainable competitive advantage, many executives and investors cite the importance of
brands.The question is whether brands, in and of themselves, are a source of advantage.

Interbranda brand consultant, publishes annually its list of the walstable brands in the workllf brands
areclearly linked to value creation, yshouldsee a oneto-one relationship between brand strength and
economic returnsThis is not the case empiricalyf the companies that own the taen most valuable
brands, two did not earn their cost of capital the latest fiscal yeaand there is no clear pattern between
brand ranking and economic retu(®ee ExhibiB3.) So a brand is clearly not sufficient to ensure that a
company earns economic profits, mueks sustainable economic profits.

Exhibit 33: Brand Popularity Does Not Translate into Value Creation

Best Global Brands, 2012
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Source:Interbrand, Credit SuisselOLT; Note: Returns data fdinancial companiesepresented by cash flow return on equity minus cost of equity.

Oneway to think aboubrandsi s t o consi der what job a con4umer i
Companies tend tstructure their target markets by product category or by customer characteristics. But

C 0 n S u me buy somthething just becauskd averageonsumeiin theirdemographic is supposed to like

it. Insteadthey find that they heedomethingo getdone and they hirea product todo the job A company

can differentiate itsgland build a more enduring branditifruly understands #hjob customers want done

and develops its products or services accordifglyrand, then represents a product or service that is

effective at getting a job done.

Measuring the Moat 46

S



N
CREDIT SUISSE July 22, 2013

From an economic standpoirnhe best way to approach brands isdonsider the amount ofalueadded.A

brandthat represents a business benefiting from network effectdhatconfers horizontal differentiatiomay

increasea ¢ u s twillimmesyts payGoogle forinstancebenef it s from the scompanyy
and adds value to the constituents in its ecosystéhe willingness to pay for a brand is high if you are in the

habit of using it, have an emotional connection to it, trust it, or believe that it confers social status.

It is less common for brande add value by reducirsupplier opportunity cost. A fledgling supptieytry to
land a prestigious company, even at a discounted price, as part of its efforatdigstcredibilitylo the
degree thata brand plays a role in the perception of prestigeredibility, it can reduce supplier opportunity
cost andhenceincrease added value for the branded company.
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Management Skill and Luck

Managerial skill entaityeating astrategyand executig it effectively But while better strategies will lead to
more successes over time, a good pess provides no guarantee of a good outcome. In the highly complex
environment invhich companies competeandomnessor luck, also greatly influenssoutcomes.

Customers, competitors, and technological change all contribute to uncertainty in de@isisrssiggests

that outsiders should evaluateanagement teamand the strategies they devibased onthe processeghey
employ rathethanthe outcomesthey achiee.”™

There are numerousooksthat purportto guide management toward success. Most of the research in these
books followsa common methodind successful businesses, identify the common practices of those
businesses, and recommend that the managetaitmithem.Perhaps the best knowhookof this genreis

Good to Greaby Jim CollinsHe analyzed thousands of companies and seledtethat experiencedn
improvementrom good to greatesults He then identified theommon attributes thatehbelieved caused

those companies to improve and recommenthed other companieembrace those attribute§ Among the

traits were leadership, people, focus, and discipline. While Collins certainly has good intentions, the trouble is
that causality is natlear in these examples. Becauperformance always depends bathskill and luck, a

given strategy will succeed only part of the time.

Jerker Denrell, a professor bEhavioral scienc¢ealiscusses two crucial ideas for anyone who is serious about
assessing strategy.he first is theundersamplingf failure By samplingonlypast winners, studies of

business succesfail to answeam critical questionHow many of the companies that adopted a particula
strategy actually succeeded?

L e t y wocomapales, A and B pursue the same strategy arldat Asucceeds whil®8 fails. Ay s f i nanci a
performance will look greawhile B will die, dropping out of the sampgfewe only draw ounbservations from

the outcome rather thathe strategy, we withnly see company A. And because we generally associate

success with skill, we wdlssumet h at ¢ o rgvaaably outdoyne wake result ofskillful strategy.
Naturally, by consi der, wanhgve a lettepease of thdifiug of thesiratdgy. Bo as we
counter this effectDenrell recommendavaluating all of the companies that puesa particular strategy so as

to see both successes and failures.

Denrellys second idea i s tpdriar performancé@henotiopistiat f f i cul t t
superior corporate performance is frequently the result of a cumulative process that benefitted fr@aidlick.
differently, if you were to rewind the tape of time and play it again, the same companies woulccaetsuc

every time. Sinceomehigh performing companiesucceedby dint of luck, there is very little to learn from

them. Indeed, companies with good financial performance that compete in indwteiecumulative

processes are less pronounced may providter lessons into the sources of success.

Frustrated by a dearth of rigorous studies on business success, Michael Raynor and Mumtaz Ahmed
consultants aDeloitte teamed up with Andrew Henderson, a professor of managenieioky a statistical
studyto determine whicltompanies achiewdevels of superior performance fosafficienttime to
confidentlyrule out luck.The researcherstudied more than 25,000 1$. publiclytraded companies from
1966 to 2010 andused quantile regression to rattlemaccording to their relative penfioance on return on
assets (ROA)(Bryant Matthews, who manages HOLT Model Developmepticated thé processand
found very similar results.)
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This analysis, whictontroled for extraneous factors such as survivoishi@ompany size, and financial
leverage allowed them to understand the empirical parameters of past corporate perforfbhagahen
weeced out theinstances of high performanctkat were due to randomnesa orderto find truly great
companiesThe bad ews is that a large percentage of aboweerage corporate performantseattributabléo
luck. The good news is that some companies trulyeiaeptional performerdheir analysis yielded a sample
of 344 suchcompanies?

Raynor and Ahmed used their model to see whethefithes hailed as exemplary performers in popular
books on business success wdikely simply the beneficiaries of luck. The autleamined 699 companies
featured inl9 popular books on high performanaed tested them to see how many were truly great. Of the
companieghatthey were able to cagorizejust 12 percentmet their criteri&®

In an earlier papgheywr ot e, 1n,Our results show that it is easy t
thata number of the firms that are identified astsiised superior performers based oty&ar or 10year
wi ndows may be random wal kers rathe# than the posse

Once the researchers identified their sample of truly skibfubanies, they did what other authors of the
nsuccess sda theg studiedghe strategies of those superior companies for common patterns that
might prove useful to business executives trying to replicate such sustained success.

They divided thskilful companiesnto two groups according to the performance threshold they crossed often
enough to rule out luck: Miracle Workers (topddrcentof ROA), which consisted of 174 companies, and
Long Runners (top 2810 percentof ROA), which consisted 470 companies. Thelabeledthe final group
Average Joes.

By identifying a sample of truly superior companies, the authors were able to study the behaviors

appeared tde behindheir performance advantagehey coul dnyt f i nd ¢heyyookedo mmo n a |
at specific actiondut made areakthrough when thegxamined theyeneral manner iwhich these

companies thoughfThe mannemwashighly consistenand fit with a generic differentiation strategy. Raynor

and Ahmedargue that when considering business decisiott skilful companiesacted asif they folloved

two essential rules:

1. Better before cheaper : compete on differentiators other than price.
2. Revenue before cost: prioritize increasing revenue over reducing costs.

Based on this analysis, they suggest two steps for
competitive position and profit formula. Following this, stempany should understand clearly the

composition of its returns (return on assets = return on sales x total asset turnover) and its relative competitive
position. Companies oftesomparetheir current financial performance to the pagher than to tht of

competitors. Business is a game reflative, not absolutgerformance.

The second step is to make resource allocation decisions consistent with the ighe8 faced with a
choice between offering a product or service with a low price anthalisiandards versus a higher price and
superior benefits, such as a great brand or superior convenience, executives should opt for ti@r latter.
company should prefer a mergéhiat realizeshe opportunity to expandersus one that simply achieves
ecoromies of scale.
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Bringing It All Back Together

Stock prices reflect expectations for future fi
anticipate revisions in those expectations. A firm grdspeoprospects for value creation is a critical facet of

this analysis. But value creation itself is no assurance of superior stock price performance if the market fully
anticipates that value creation.

The expectations investing process has thpaes®

1. Estimate price-implied expectations . We first read the expectations embedded in a stock with a-long

A

term discounted cash flow mod&CF) We use a DCF model because it mirrors the way the market
prices stocks.

Identify expectations opportunities . Once we understand expectations, we apply the appropriate
strategic and financial tools to determine where and when revisions are likely to occur. A proper
expectations analysis reveals whether aalsst ock
operating costs, or investment nexdo that investors can focus on the revisions that matter most. The
strategic analysis in this reporttige heart of security analysimd provides the surest means to

anticipate expectations revisions.

Buy, sell, or hold. Using expectedralue analysis, we are now in a position to make informed buy, sell,
or hold decisions.

t horough analysis of a companyys prospects fo

then inteltjently inform a finacial modeto determine whether or not a particular stock offers prospects for
superior returns.
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Warren Buffett on Economic Moats

What we refer to as a nmoatt i s what other peopl e
that differentiateshe company from its nearest competitarsither in service or low cost or taste or

some other perceived virtue that the product possesses in the mind of the consumer versus the next best
alternative . . . There are various kinds of moats. All econom&tarare either widening or narrowing

even though you canyt see it.

Outstanding Investor Digestune 30, 1993

Look for the durability of the franchise. The most important thing to me is figuring out how big a moat
there is around the business. What | love, of course, is a big castle and a big moat with piranhas and
crocodiles.

Linda Grant, nStmrddstiNaws & Yorld Repgriund/a2l 1994

The key to investing is not assessing how much an industry is going to affect society, or how much it will
grow, but rather determining the competitive advantage of any given company and, above all, the
durability of that advantage. The products or services that have wide, sustainable moats around them are
the ones that deliver rewards to investors.

Warren Buf fett and Car ol L o o Fartisne NoyeMibber 22,8999 f et t 0

We think of &ery business as an economic castle. And castles are subject to marauders. And in
capitalism, witlanycastle . . . you have to expect . . . that millions of people out there . . . are thinking
aboutways to take your castle away.

Then t he Yhatkind df moat do yoy havg aralthat castle that protects i&?
Outstanding Investor Digedbecember 18, 2000

Whenourlong er m competitive position improves . . we
moat .t And doi ng arethlave the kind ef busiresstwe want a iddcadevag two from

now. We always, of course, hope to earn more money in the-sbort. But when shofterm and long

term conflict, widening the moat must take precedence.

Berkshire Hathaway Letter to Sharehalge2005

A truly great business must have an enduring rnmoa
t h

The dynamics of capitalism guarantee compet.i
is earning high returns. . Ourci t er i on of nenduringst causes us to r
to rapid and continuous change. Though capitalism

it precludes investment certainty. A moat that must be continuousiyt iiueventually be no moat at
all. . . Additionally, this criterion eliminates the business whose success depends on having a great
manager.

Berkshire Hathaway Letter to Shareholde2607
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Appendix A: Value Creation Checklist

[] What stage of the cmpetitive life cycle is the compaimp

[] Isthe company currently earning a return above its cost of capital?

[ ] Arereturrs on capitaincreasing, decreasing, or stablézhy?

[] What is the tr<imestmentspending? companyy

Lay of the Land

[] What percentage of the industry does each player represent?

[] What i s ewelofpplitabityer y

[ ] What have the historical trends in market share been?

[] How stable is the industry?
[] How stable is market share?
[ ] Whatdo pricing trends look like?

[] What class does the industry fall iBtéragmented, emerging, mature, declining, international,
network, or hypercompetitive?

The First Three of the Five Forces

How much leverage do suppliers have?

Can companies passupplier increases to customers?
Are there substitutproducts available?

Are there switching costs?

How much leverage do buyers have?

How informed are the buyers?

NN .

Barriers to Entry

What are the entry and exit rates like in the indd&stry
What are the anticipated reactions of incumbents to new entrants?
What is the reputation of incumbents?

What is the level of asset specificity?

What is the minimum efficient production scale?

Is there excess capacity in the industry?

Is there a way to differentiate the product?

What is the anticipated payoff for a new entrant?
Do incumbents have precommitment contracts?

Do incumbents have licenses or patents?

Are there learning curve benefits in the industry?

N o o

Y
<
L
<l

Is there pricing coordination?

What is the industry concentration?

What is the size distribution of firms?

How similar are the firms incentives, corporatghilosophy, and ownership structare
Is there demand variability?

Arethere high fixed costs?

Is the industry growing?

Loooodn
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Disruption and Disintegration

[] Is the industry vulnerable to disruptive innovation?
[] Do new innovations foster product improvements?

[ ] Istheinnovationppr essi ng f asteneed®han the markety

[ ] Have established players passed the performance threshold?
[ ] Isthe industry organized vertically, or has there been a shift to horizontal markets?

Firm Specific

[ ] Does analysis of the value chain reveal what activities a company does differently than its rival®
[] Does the firm have production advantages?
[] Isthere instability in the business structure?
[ ] Isthere complexity requiring kndww or coordination capabilities?
[] How quickly are the process costs changing?
[] Does the firmhave any patents, copyrights, trademarks, etc.?
[ ] Are there economies of scale?
[] What do e sdistribugon $cale looklike?
[ ] Are assets and revenue clustered geographically?
[ ] Are there purchasing advantages with size?
[ ] Are there econmies of scope?
[] Are there diverse research profiles?
[ ] Are there consumer advantages?
[] Isthere habit or horizontal differentiation?
[] Do people prefer the product to competing products?
[ ] Are there lots of product attributes that customensigh?
[] Can customers only assess the product through trial?
[] Isthere customer lock? Are there high switching costs?
[ ] Is the network radial or interactive?
[] What is the source and longevity of added value?
[ ] Are there externalairces ofadded value (subsieb, tariffs, quotas, and competitive or
environmental regulations)?

Firm Interaction O Competition and Coordination

[] Does the industry includsomplementors?
[] Isthevalue of the pigrowing because of companiéisat are not competito?sOr, are new
companies taiag share from a piavith fixed value

Brands

[] Do customers want to nhiret the brand f
[] Does the brand increase willingness to pay?

[ ] Do customers have an emotional connettio the brand?

[] Do customers trust the product because of the name?

[] Does the brand imply social status?

[] Can you reduce supplier operating cost with your name?
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Appendix B: Profit Pool Analysis for Health Care

Our profit pool example in the body of this repbiewed one of thenostvaluedestructive industriesiflines.

Here, we conduct a similar exercise fitve U.S. healthcare sector which hasconsistentlycreated valugas

wellasphar maceuti cal s, the sect or y susihgQreditSsisse HObhThdath i t ue n
to examine the returns across vari@gdivitiesn the health care value chai(See Exhibi34.)

Exhibit 34: U.S. Health Care Sector Profit Pools by Activity, 2002-2012
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Source: Credit Suisse HOLT.

Measuring the Moat 54



